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1 Q.  Please s ta te  you e, occupat ion and business address .  

2 A. Xy name is Fran 

3 Utility Services, 

4 Drive, Mooreeto 

5 Q. Have you prepared a suop~u~p of your educa t iona l  background and p ro fes s iona l  

9 Q. What is t h e  p of your testimony in this case? 

10 A. My assignment 

11 r a t e  o f - r e m  ch Kentucky Power Company ( the  Company) should be af- 

12 forded an op 

13 

een to prepare a s tudy of t h e  cost of c a p i t a l  and f a i r  

t y  t o  a m  during t h e  near-tern f u t u r e  and to t e s t i f y  

t o  the findings of that study. 

14 Q. Have you summarl r e s u l t s  of your c o s t  of c a p i t a l  and f a i r  r a t e  of 

IS 

16 A -  

17 

18 

19 

20 

21 

22 

23 

r e t u r n  s tudy? 

Yes, and i t  is shown on Schedule 1 which c o n s i s t s  of 2 pages. 

I use the  weighted c o s t  of c a p i t a l  approach. 

As can be seen, 

I observed t h e  actual c a p i t a l  

s t r u c t u r e  r a t i o s  and f i r e d  c a p i t a l  c o s t  rates of the  Company a t  t h e  end of 

the h i s t o r i c  rid rfarch 31, 1980. Since no pe-ent f inanc ing  is 

expected t o  

1980 or a t  D 

a r e  the most r 

basis in the fucure.  However, the Company m u s t  s t i l l  maintain its 

een March 31, 1980 and t h e  end of t h e  ca lendar  year  

31, 1980, t h e  c a p i t a l  s t r u c t u r e  r a t i o s  a t  March 31, 1980 

a t i v e  of how the  Campany w i l l  be financed on a permanent 

24 curren t  bond 

25 tern debt  wh necessary to be issued Fn 1981. 

26 f i xed  c a p i t a l  cao be r e a d i l y  ca l cu la t ed .  However, 

27 the  c o s t  r a t  

28 

d i sprove  its coverage ra t ios  i n  a n t i c i p a t i o n  of long 

unam equity c a p f z a l  mst be a matter of expert informed 

an be no c o n t r a c t u a l  agreement f o r  return thereon. 
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Since regu la t ion  is a 

a n a l y s i s  of mar ke tp lac  

comawo. equity coa t  rate., 

i t u t e  for t h e  competit ion of the markerpbce, 

s a c t i o n s  i s  t h e  most meaningful measure of 

In a r r i v i n g  a t  p7 us ion  of cost  race f o r  common equity c a p i t a l ,  

I t o o k  f n t o  account a n p b s r  of methodologies r a t h e r  than re ly exc lus ive ly  

upon a s i n g l e  meFhodology 

and f a i r  ra te  of recum d 

On Schedule 1, I have my o v e r a l l  cost of  c a p i t a l  

The p r i n c i p a l  msrket based methodologies employed to deternine the 

c o s t  of common equi ty  

ceeds r a t i o s .  se with  a view of e s t ab l i sh ing  t r ends  as  opposed 

to spot po in t s  e rag ing  per iods  of  time analyzed. Also, f per- 

formed analyse discounted cash flow, c a p i t a l  asset p r i c i n g ,  

and bars rent mat After a r r i v i n g  a t  my common equi ty  c o s t  race 

conclusion, I then u t i l  the comparable earnings methodology i n  a manner 

uhich avoids c i r c  ng and than performed an analysis of the i nd ica t ed  

coverage of f a checking device. 

rn ings /p r i ce  r a t i o s  and earn ings /ne t  pro- 

of S c h d u l a  1. sy coacluaion of a proper  colIIlilon 

equ i ty  c o s t  ra te  is 14.50% relative t o  a 6 1 . U X  cormmcm equ i ty  ratio.  The capital. 

structure r a t i o s  shown Frrclode unamortized j o b  development investment credits 

as ind ica ted  o v e r a l l  cost  of c a p i t a l  conclusion is 11.37% and 

vas based on c re r a t i o s  vichout regard t o  the j ob  development 

c r e d i t s .  The r a t i o  based on c o t a l  c a p f t s l  without  regard  t o  the  ;oi 

development as shown on page 1 of Schedule 2. Calculation of 

the o v e r a l l  1 f i r s t  without regard t o  the  job  development c r e d i t s  

is necessary credits are to earn a t  a ra te  equal to t h e  o v e r a l l  

c o s t  of c a p i  ocation" of t h e  c r e d i t s  is made bemeen deb t  and 

equicy, ic is 

ia additional 

refo l i c i t  that the  "al located" deb t  po r t ion  results 
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vhirra they  r e  y ,  do n o t  generate any i n t e r e s t  axpen8sL$ 

The overall. c 

*&ch I had 

fair rata of r a t u r n ,  as s u m i r l z a d  011 page 1, 

,and upon v h i c h l t s  f ir ing  was based, is n.37%. 

lfovetrer, an o r d e r  of this Commission on June 27, 1980 subsequent ly  

nece s s i ta t ed 

earnings and 

ar ' fected and 

refunds and a re-stasement of f i n a n c i a l  data. The r e t a i n e d  

t h e  unamoritized j o b  development investment tax c r a d i t a  war. 

resulted in slight changes in the capital s t r u c t u r e  r a t i o s .  
I 

Following the procedures  outlined above but  us ing  the r e s t a t e d  f i g u r e s  

I have r e c a l c u l a t e d  the overall 

be u . 3 5 % .  It is s 

f o r t h  on page 2 of Sc 

It should be noted 

c o s t  of c a p i t a l  and f a i r  r a t e  of r e t u r n  t o  

page 2 of Schedule 1. Ttia d e t a i l s  ara set 

a b s o l u t e  change of 0.02X f rom a s t a r t -  point 

of l l . 3 7 X  r e p r e s e n t s  a de minimis percentage change in the overa l l  c o s t  o f  

capital of 18/100tha of one percen t .  To f u r t h e r  indicate tha de minimis 

n a t u r e  of such a change 

is a f f e c t e d  

v i c h  a complon equity r 

In t h a  coIpDwn equity r a t io  

change of 0.02% in t h e  overa l l  cost  of capital 

1/20th of ope percent i n  t h e  common e q u i t y  cost ta t  

I n  t h e  4U: a rea .  Theor s t i c sL ly ,  a s l i g h t  d e c l i n e  

from 41.15% t o  40.9U would r e q u i r e  a de minimis 

ity c o s t  rate t o  reflect t h e  increased  f i n a n c i a l  

r i s k .  Fran gree of precision is polrsible fn t h e  de te rmina t ion  

of a cOlPmOn ate which Fnvolves the  exercise of expert informed 

b e l i e v e  that a r d s i o n  In the revenue increase 

n e c e s s f t a t e d ,  from a rate o f  r e t u r n  s t andpo in t .  

studies in an Exhibit. It consists of 1 9  Schedules 

d e n t i f i c a t i o n  as KentucErp Power  Company Exhibit. - 
26 Q. % i t  gmera ve pou cons idered  in your de te rmina t ion  of t he  

27 c o s t  or  ̂ cap rate of return? 

- 
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determinant in, es t ab l i sh ing  t h e  p r i c e  of a product  o r  service. 

of  regulated publ ic  U t U i t i e s  where the re  is , for the most p a r t ,  an absetnsa 

of such competition, r egu la t ion  must act  as a s u b s t i t u t e  f o r  the competit ion 

of t he  marketplace. 

fa the case 

0 

Therefore,  i n  my dctenninacion of a f a i r  rate of r e tu rn ,  

1 have made 

s imi l a r - r i sk  en te rp r i sa s .  

be l ee s  than the o v e r a l l  cos t  of c a p i t a l ,  inc luding  t h e  embedded cos t  o f  

f ixed  c a p i t a l ,  expected 

i n  the fu tu r  

e f f o r t  t o  eva lua te  d a t a  gathered from t h e  marketplace f o r  

fa my opinion,  a f a i r  rate of r e t u r n  should never 

b e  experienced dur ing  a reasonable  period of time 

han any nmr semice r a t e s  would be in effect.  

t h e  c o s t  of c a p i t a l  be earned if an e n t e r p r i s e  is 

t h  o t h e r s  tn t he  c a p i t d  markets on a ressonable  t o  compete s 

basis. 

r e s u l t  of informed judgment after cons idera t ion  of t ha  cost  of c a p i t a l  a d  

However, the  conclusion as t o  a f a i r  race of r e t u r n  must be t h e  

I 

o t h e r  f a c t o r s  such as a t t r i t i o n  and regulacorp. lag.  

Q. Have you reviawad tha Coaparay's ra te  request and suppor t ing  exhlbits f i l e d  

Fn ch i s  proceeding? 

A. Yes,  1 have. 

Q. Please expla 

cap i t a l  and 

i n  your de t e r s i n a t f o n  of the c o s t  of 

A. 1 r e l y  p r inc  et-decennined d a t a  for deterrPining t he  cost r a t e  

f o r  cummon eq 

The Company s 

place on a r 

Since new r a t  set t o  be in e f f e c t  f o r  a per iod  of tir?e in the  

I obseme  the  past ,  present and near-term fu tu re .  

d as a going concern seeking c a p i t a l  i n  the  market- 

commensurate ;rich its business and f i n a n c i a l  risks. 

fu tu re ,  a rea  n i t y ,  not a guarantee, should be  afforded t o  earn 

t h e  c o s t  or' c t o  t h a t  prospect ive tf3e period. 
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During that p r o s p e c t i v e  pe r iod  of t h e ,  as r a t e  base  i n c r e a s e s  o v e r  

that  used in  rata proceedings, t h e  l ikel ihood af ach iev ing  t h e  al lowed fa i r  

ra te  of  r e t u r n  d imin i shes .  Other f a c t o r s  i n f luenced  by i n f l a t i o n  are expense 

'and cap i ta l  a t t r i t i o n .  Combined wi th  investment  a t t r i t i o n ,  o r  r a c e  base 

growth, they e rode  t h e  al lowed f a i r  ra te  o f  return. 

Q. What capit  t r u c t u r e  ratios are t h e  most a p p r o p r i a t e  f o r  u s e  in  your c o s t  

of c a p i t a l  and fa i r  rate of r e t u r n  de te rmina t ion?  

A .  The a c t u a l  ita1 s t r u c t u r e  r a t i o s  of t h e  Company a t  t h e  end of  the t e s t  

are moat indicative of the  near-term f u t u r e ,  the  

tes l i k e l y  would b e  in effect. They are most 

f n d i c a t i v e  of the aear-term f u t u r e  because the Company has 00 p l a n s  t o  i s s u e  

any new permanent c a p i t a l  du r ing  t h e  remainder of the c a l e n d a r  year 1980. 

the permanent r a c i o s  a t  March 31, 1980 are most i n d i c a t i v e  of 

ny will be f inanced  i n  the  uear-tem f u t u r e  on a permanent b a s i l  

The d e t a i l s  of the capleal s t r u c t u r e  and related r a t i o s  are shown on Schedule 

2 both excluding and including. t h e  unamortized jeb development invagtmant ta 

c r e d i t s .  Page 1 c o n t a i n s  d a t a  before ,  w h i l e  page 2 c o n t a i n s  d a t a  a f t e r ,  t h e  

restatement result ing from the KERC Order o f  June 27, 1980. For t h e  reasona 

LL cont inue  t o  emphssiza t h e  r a t i o s  upon which t h a  

return was based, namely b e f o r a  t h e  r e s t a t e m e n t .  

t March 31, 1980 based cm total i n v e s t o r  provided 

tern debr ,  were 54.27% long-term d e b t ,  2.63% s h o r t -  

on e q u i t y  cap i ta l  a s  sham on p a g e  1 of Schedule  2. 

s a t  t h e  sane d a t a  b u t  including t he  j o b  development 

-5 -  



lnvesbrarit tax credits wer 1.8U long-tam d e b t ,  2.512 shor t - t snn  d e b t ,  

4.53% job developmaamt credits and 41.15% cormpon equity. These la t ter  r a t i o s  

are  t h e  most representative and are  t h a  ones  5 WiU adopt  in my o v e r a l l  c o s t  

of c a p i t a l  and fair rate of return determina t ion .  

5 on page 2. 

Re-stated d a t a  are shown 
I 

6 Q .  Have you analyzed f inanc ia l  d a t a  f o r  t h e  Company? 

7 A* 

8 

9 

10 

11 

12 

23 

14 

u 
16 

Yes. S have =de such an lysis and i t  is shown on Schedule  3. X have 

showu data f o  h e  y e a r s  1975-79 i n c l u s i v e  on page 1. 

of page 1 I s  ita1 employed. 

based upon p e k n  1 as wall as t o t a l  c a p i t a l  employed a re  shown 

below t h a t .  By 1979, t h e  ompany employed approximately $353 m i l l i o n  i n  

t o t a l  investor provided c 

g r e a t e r  

Shown a t  the upper pa r t  

The actual c a p i t a l  structure r a t i o s  
I 

1 

I 

I 

ita1 inc lud ing  shor t - te rm d e b t  which was about  43% 

chad' t h e  t o t a l  c a p i t a l  employed i n  1975. 

a achieved raturn on book e~mmoa e q u i t y  d u r i n g  che f i v e  year 

i n c l u s i v e  was o n l y  10.9% and not much h i g h e r  than  t h e  average  

9 .6X  y i e l d  on public u t i l i t y  A rated bonds du r ing  t h e  same per iod .  Comparison 

17 of this h i s t o r i c a l  performance with electric u t i l i t y  barometer  groups con- 

18 

19 

20 

21 of fixed charges, and raarket/book r a t i o s .  The 

22 e q u i t y  p rov ides  the n a r g i n  by which f i x e d  charges  

23 are earned e. Because achieved  e a r n i n g s  rates on t h e  hook 

24 have been too l o w ,  i n v e s t o r s  nave been cons i s t en t1  

25 stocks t o  below book value. Because of 

f i r n s  the aeed f o r  much higher achieved  tecum rates on book common e q u i t y  

roved coverages  of f h e d  charges.  

b e w e e n  adequate achieved  r e t u r n  rates on book 
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I 

a d e q u a t e  coverage levels ,  t h e  r a t i n g  agencies have downgraded t h e  bond 

racings of many electric u t i l i t i e s  in the last five o r  six years .  

s t r u c t u r e  r a t i o s  play an important r o l e  in bond r a t i n g s .  

o ther  f a c t o r s  are also taken i n t o  account by t h e  r a t i n g  agencies  which can 

be c o l l e c t i v e l y  r e f e r r e d  t o  as business r i s k .  

Capitaf. 

Bowever, many 

Q. 

A. 

\&at do you m e a n  by business risk? 

Business risk i s  a c o l l e c t i v e  t a m  represent ing  all of  t h e  r i s k s  of an 

e n t e r p r i s e  o t  than financial r i sk .  Theta are many examples of  business 

risk, such as  gulatory accoun t ing j r a t e  t rea tment ,  quality of rranagemenc, 

sales mix, prospec t ive  growth, etc. 

c r i s e s  and h i  inflation rates Fn t h e  last decada hava Fncreased t h e  

business r i s k  of u t i l i t i e s  in the eyes of i nves to r s .  It can be  measured by 

Clearly, t h e  various types of energy 

the v o l a t i l i t y  i n  pra-tax 

not  vary v o l a t i l e  but  a r e  

unless  one cons iders  t h e  

o f  r e t u r n  t o  be devoid of 

earnings. Howavar, even when p r e - t a x  earnings a r e  

c o n s i s t e n t l y  low, thars is 8 high l e v e l  of risk 

assurance of continued depr iva t ion  of a f a i r  r a t e  

r i s k .  

4 chat the  competi t ive position of  u t i l i t i e s  i n  

contrast t o  unregulated enterprises as measured 

1ndustrid.s. .  While t h e  xaarket/book r a t i o  of 

I). 1975 and 1979, i t  ranged between 1552 and 126X. 

In other w o t  latest year, t h e  integrity of the common stock- 

This is regulated companies was not v io la ted .  

i n  d i r e c t  co barometer groups of e lectr ic  u r l l i t i e s .  The 

d e s t  increase in t h e  oarket /book r a t i o  between 

1 9 7 5  and 197 d i d  t h e  average 3arket value equa l  or exceed 
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book va lue  and Ln 1979 rkrt prices were about 18% below book value.  The 

seven b a t m a c a r  electric companies m a g a d  t o  s e l l  a t  book va lue  i n  only 

one year  (1977) out of t h e  f lvs and in 1979 t h e  average market/book ratio was 

only 0 2 . 3 X .  As can als seen, t he  S&P 400 I n d u s t r i a l s  experienced a 

s i g n i f i c a n t  incraasa  1 

in 1979 or nea r ly  32% higher than i n  1975. 

con t inua l ly  risio3 cost of c a p i t a l .  

ings/book r a t i o  during the  period which was 17.4% 

This performance r e f l e c t e d  a 

The u r l l l t y  barometer groups however 

fa red  poorly in regard to  earnlngs/book r a t i o s  an t h e  Moody's 24 increased  

by only 3.7% t o  11.3% in 1979 and the  seven barometer companies a c t u a l l y  

experienced a decline of 3.4% t o  U . 5 X  in 1979. 

u t d i t i e s  i . e .  t h e i r  i n a b i l i t y  t o  achieve  r i s i n g  r a t e s  of  earn ings  on book 

common equ i ty  in chaface of obviously higher  money c o s t s  accounts for t h e i r  

continued poor perfonmanca as measured by market/book r a t i o s  c o n s i s t e n t l y  

below 100%. Since there, has bean no change of substance Ln t h s  degree of 

f i n a n c i a l  risk f o r  the barometer companies during the period, F t  seam clear 

t h a t  t h e  continued discount ing of t h e i r  s tocks  by Fnvastors t o  below book 

value is l a r g e l y  a t t r i b u t a b l e  t o  significant increase  in perceived bus iness  

This  poor performance of t he  

r i s k .  

,fiat is f i n a q c i a l  

F inanc ia l  risk is 
I 

r i s k ?  

the  a d d i t i o n d  r i s k  t h a t  is induced by the use  of f i n a n c i a l  

l everage ,  i. e n t  of f ixed  c a p i t d  in t h e  capitalization. 
I 

ch lesser bus iness  r i s k  vis-a-vis unregulaced 

a b l e  t o  employ a g r e a t e r  degree o f  financial 

e n t e r p r i s e s .  However, in t h e  Laat decade or so, 
l 

a r e l a t i v e  FEcrease i n  t h e  bus iness  r i s k  has  occurred. Consequently, t h e r e  

cxists, i n  opinion,  
i q  

an, inbalance between inves to r s  ' c u r r e n t  and p t o  spec t i v  e 
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percept ion  o f  bus iaess  risk o f  u t i l i t i e s  and the actual degree of financial 

r i sk .  Zt I s  my baliaf that irrvestors still parcalva u t i l l r i a s  t o  br lassar 

business risks in the abso lu te  sense vis-a-vis unregulated en te rp r i se s .  

Zowever, f be l i eve  that the re la t ive d i f f e r e n c e  has narrowed. Since t h e  

degree of financhl risk is essen t i a l ly  tha same, the t o t a l  risk of investment 

( i . e .  the sum of business risks and f i n a n c i a l  risk) is g r e a t e r  than was 

t h e  case p r i o r  

ubat debt cos t  

t i o n ?  

I will adopt a 

to t h e  era of energy crises and double d i g i t  i n f l a t i o n .  

ra te  w i l l  you adopt  r e l a t i v e  t o  your c o s t  of cap i ta l  datannina- 

long-tern deb t  cost  r a t e  of  8.91X d a short-term debt  cos t  

r a t a  of 10.95%. These c o s t  rates are summarized on page 1 of Schedule 5 .  I n  

my opin ion  these  r a t e s  are r e f l e c t i v e  of t h e  near-term fu ture .  Had I chosen 

to use only a c t u l t  c o s t ' r a t e s  a t  Narch 31, 1980, t h e  s h o r t  tern debt  c o s t  rate 

would be 21.352 ina tead  oE 10.95%. On page 2 of Schedule 5 t h e  d e t a i l s  of t he  

long-term debt  C O E ~  ra tes  t o  maturity are s h a m  by i s sue .  

Why do you Include recogni t ion  for premium, discount  and o t h e r  c o s t s  of 

issuance in  d e t e d n i n g  t h s  embedded cost ra tes  of long-term debt  by issue? 

The in te res t  the greatest  por t ion  of  t h e  t o t a l  cos t  of such 

c a p i t a l .  Bo o t h e r  costs lnvofved in connection with borrowing 

such funds wh ry. If  such c o s t s  ar0 aot  permitted t o  be 

recovered v i a  the l a g - c a m  d e b t  c o s t  ra ta ,  recovery yould be a t  the  expense 
I '  

of the common ad the c o 8 t  rate f o r  common ctqulty c a p i t a l  would 

then b e  highe e. 1 have taken these expenses into account i n  

t h e  developme term debt  cost rates by i s s u e  as shown on page 2 

of  Schedule 5 

-9- 
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16 
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18 

19 A .  

20 

21 

22 

23 

26 

25 

26 

How d id  you a r r i v e  a t  a c 

of cap i t a l  an 

I n  my opinion, a ,marke tde ta rminad  c o s t  rate is  the most s i g n i f i c a n t  i n d i c a t o r  

i n  arriving a t  a , c o s t  r a t a  f o r  c o m n  equity when proper ly  i n t e r p r e t e d .  

However, t he re  is no sfngla method through which a proper c o s t  r a t e  f o r  common 

equi ty  c a p i t a l  can b e  p rec i se ly  determined. 

r a t e  r e l a t i v e  t o  cwnoa equ i ty  i n  your c o s t  

l r  rata of return dacarmfnaciou? 

I bcr i eve  t h a t  proper c o s t  r a t e  

i s  the r e s u l t  of Fnformad judgment a f t e r  

aced. 

The Company's s t o c k  is n o t  pub l i c ly  

of c m o a  equi ty  c o s t  rate a r e  a v a i l a b l e  

dL1 p o s s i b l e  c r i t e r i a  have bean  avaluu- 

t raded.  1 b e l i e v e  t h e  b e s t  i n d i c a t o r s  

frorrr. analyses of  marketplaca t rans-  

ac t ions .  Therefore,  I have chosen t o  also obseroe s e v e r a l  groups of similar 

r i s k  opara t ing  electric catpantas whose stocks a r e  p u b l i c l y  traded. 

of such barometer groups  afd in t&e d e t a r n i n a t i o n  of 8 propar common equi rp  

c o s t  r a t e  by minimizing the p r o b a b i l i t y  of bias likely when market data f o r  

only a single comparable company i s  obsemad. Thus, the barometer cootpanfas 

provide valuable m i g h t  to FIIV~stors' COPII~OU equity cost  rate raquireraanta. 

Analyses 

What periods of t h e  have you observed fn your ana lyses  of these barometer 

groups of companies? 

1 have evalua r all companies s tud ied  dur ing  the  most r ecen t  

f i v e  calendar h data I s  a v a i l a b l e ,  i . e .  1975 through 1979 ,  

i nc lus ive .  e 12, on a much sore l i m i t e d  basis, I have reviewed 

t h e  most rece 0 data ava i l ab le .  

in time may many reasons.  For lnscmce, the pr ice  of a 

company's s t  

Data a t  any p a r t i c u l a r  po in t  

my be higher thanearnings in that year  could 

f us c i f  y becau a n t i c i p a t i o n  

r a t e  relief, d e c l i n e s  as 

of p r a s p e c t i r e  rate re l ief .  Xfrer 

ar:rf:fon erodes the l e v e l  of earn ings  



allowed, to a lava1 l e s r r , t han  that which had bean a n t i c i p a t e d  by inves to r s .  allowed, to a lav t which had bean a n t i c i p a t e d  by inves to r s .  

2 

3 spo t  condi t ions .  Howaver, spot  c o s t s  may ba i n d i c a t i v e  of t h e  f u t u r e  i f  

4 

5 remain in e f f e c t  du near - tam fu ture .  

I n  the  final anslys t h e  cost  of c m o n  equ i ty  must not  b a  maasu rd  s o l a l y  by 

a n a l y s i s  of tr s over a period of time confirms t h a t  such c o s t s  a r e  l i k e l y  t o  

6 Q. What a r e  some f a c t o r s  o t h e r  than timing wkich a f f e c t  the coa t  r a t e  of common 

7 equ i ty  cap F t a l ?  

8 A. Some o the r  f a c t o r s  m e  size, e m o n  equi ty  r a t i o  and coverage. 

9 Q. H o w  do s i z e  and common y r a t i o  affect t h e  C o s t  rata o f  common equi ty  

10 cap i tal? 

U, A. Larger c c q a n f u  gener end t o  experience lower c o s t  rates f o r  c a p i t a l  

12 than do smaller companies. The p r i n c i p a l  reason is g r e a t e r  marke tab i l i t y ,o r  

u l i q u i d i t y ,  for t h e  s e c u r i t i e s  of l a r g e r  companies because of a g r e a t e r  degree 

14 of invastor racognition. Also, larger companies genera l ly  have a g r e a t e r  

15 d i spe r s ion  of ravenuas, axpensas and earnings which tends t o  naka them l a s s  

1 6  s u s c e p t i b l e  t o  sudden dramatic changes in t h e  economy of t h e i r  own service 

1 7  a rea .  

18 Companies wi th  lower CO'PPIKIP equ i ty  r a t i o s  gene ra l ly  experience a higher 
I 

19 c o s t  of coum~ou equity c a p i v l  than those v i t h  h igher  common equ i ty  r a t i o s .  
1 

20 This is gener 

2 1  more c r e d i t o r  ured debt  and pre fe r r ed  s tockholders )  o n - a s s e t s  

22 and earn ings  thereby making the  Fnvestment in common stock 

s0 chose with lower counnon equity ratios have 

26 Q. Bow does cove c o s t  r a t e  of common equ i ty  c a p i t a l ?  

25 A .  I n t e r e s t  c3ve def ined as t h e  number of t i s e s  annual i n t e r e s t  

i5 on debt has t: is the multfple relationship between the  income 



1 

8 

9 

10 

11 

12 

u 
14 

Ls 

16 

17 

i a  
19 

20 

21 

22 

23 

21 

25 

26 

27 

a v a i l a b l e  t o  gay interest hargss div ided  by those charges. EarnFngs 

a v a i l a b l e  f o r  c ~ u  equity provide the margin by which f ixed  chaqes a r e  

covered mr:B t+n oue tima. 

inadequate a c  of earn ings  on book common equi ty .  Investors use 

coverage a s  a tool t o  measure t h e  relative s a f e t y  of  t h e i r  fnvestmcmt and 

a s  an i n d i c a t o r  of t h e  r e l a t i v e  l ave1  o f  p r o f i t a b i l i t y ,  

both before  and a f t e r  income taxes. 

Znadeqwta coverage usua l ly  stems f rom an 

Coverage 1s meaaured 

Before-income tax coverage requirements a r e  found in most Trust Indentures .  

:any F n s t i r u t i o n a l  i n v e s t o r s  r e q u i r e  achieved coverage of at l e a s t  2 l/2 times 

before-fncone taxes before they Kfl1 s e r i o u s l y  consider  making an Fnvestnent 

i n  a company i n  o rde r  t o  avoid t h e  need f o r  s e t t i n g  up a reserve fund. Con- 

sequent ly ,  such a r e q u i r  

conrrideratioo. 

& Poor 's  Cowora t ion ,  place great emphasis 011 coverage. 

does not lnclude Allowance f o r  Funds Used During C o a s c r u c t ~ o a  ( U C )  in cal- 

c u l a t i n g  covoraqe. 

earnings which can be conaidetad in c a l c u l a t i n g  c o w r a s e  in order  t o  deeennine 

a t  is o f t e n  a minimum t o  even warrant s e r ious  

Rating a g ~ ~ l c i e s .  such as Hoody's fnvestors Service and Standard 

Standard and Poor's 

In facc ,  many Trust Indentures  l i m i t  the  amount of AFC 

i f  aat  debc may be  issued. The r a t i n g  agencies  have s t a t e d  the  importance of 

before-iacoma tax coveraga because before-income tax coverage l e v e l s  out the  

between enterprises. 

s t o c k  is usua l ly  measured by relating t h e  a f r e r -  

income tax f o r  f ixed  charges co t o t a l  f ixed  charges ("the 

p l u s  p re fe r r ed  d iv idends) .  

gencies decernine adequate coverage by obserring 

ce over a period of t h e  such a s  f i v e  years and an t i c ipa t ed  

e as opposed t o  rp-lytng on coverages dur ing  a single y e a r  

or wo.  Coaiizziation cf che fPportance or' t r ends  is evident  i n  that t h e  

, I  

1: I -12- 
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, 

1 

2 

S e c u r i t i e s  and Exchange CormmRssion in proopectuses r e q u i r e s  that d a t a  b e  

shown f o r  a t  least f i v e  years. 

Is coverage ever abused through i n c o r r e c t  comparfson and/or interpretation? 3 Q. 

4 A.  Yes. A n  example of incorrect coverage comparison would be t q i n g  t o  comlt,are 

, 

5 coverages, a f t e r  income taxes,  between companies with d i s t i n c t l y  d i f f e r e n t  

6 

7 

a l e v e l  of coverage requi red  to a t t r a c t  new c a p i t a l  is somehow r e l a t e d  to 

9 

c a p i t a l  s t r u c t u r e  rzt ioa and/or embedded c o a t  rates of f ixed  c a p i t a l .  An 

i nco r rec t  and misinformed i n t e r p r e t a t i o n  would b e  the assumption t h a t  the 

provis ions of Trust Indentures  o r  Prefer red  Stock Agreements. Those pro- 

LO v i s ions  a r e  tests of pro tec t ion  f o r  a l ready  existing f ixed  c a p i t a l  i n v e s t o r s .  

11 The l e v e l  of coverage needed to a t t r a c t  uew c a p i t a l  i s  much g r e a t e r  than t h e  

12 min- pro tec t ion  l e v e l  f o r  present  inves tors .  Such c o n t r a c t u a l  t e s t s  

13 

1 4  i n  t h e  marketplace. 

usua l ly  do uot  represent  the coverage requiremtmts of prospec t ive  i n v e s t o r s  

1s Q. What techniques have you considered In order t o  maka a determina t ion  of c o s t  

16 r a t e  for common equ i ty  c a p i t a l ?  

17 A .  Since a c o n t r a c t u a l  agreement cannot be made w i t h  c o m n  shareholdars  s r i th  

18 respec t  t o  c o s t  r a t e ,  i t  is necesaary t o  u t i l i z e  exper t  informed judgment 

19 

20 

21 

22 

23 

26 

25 

26 

which is w e l l  t h e  regula tory  process .  In  o rde r  to avoid the 

pitfalls of  r 

methods in  o r  t my conclusion of c m m  e q u i t y  cosc r a t e .  

ed methodologies I employ are a p p l i c a t i o n s  

e ly  upon a s i n g l e  method, I u t i l i z e  a number of 

The pr in  

of  e a r n i n g s / p  e a r n i n g d n e t  proceeds r a t i o s .  I a l s o  u t i l i z e  

amrke t-based flow o r  DCP analysis, t h e  c a p i t a l  asset p r i c i n g  

model (CAPXI t theory.  After a r r i v f n g  a t  p)t couclusion, 1 

then c o q a r a b l e  earn ings  
I 

-u- 

technique in a nanner Vnich avo i d s  



1 c i r c u l a r  reasoning. As an a d d i t i o n a l  cool, in  the form o f  a checking dev ice  

2 I also performed an a n a l y s i s  of t h e  coverage of f ixed  charges. I do not  r e l y  

3 

4 

5 

6 

7 b e t w e e n  rate cases .  

upon t h e  use  of attarages 

I u t i l i z e  all of the data with t h e  o b j e c t i v e  of d e t e m i n i n g  8 trend. 

ra te  maMng is prospect ive,  a copmpon e q u i t y  cost rate should be matched up 

t o  a p rospec t ive  per iod  of tima new ra tes  are likely to be in e f f e c t ,  &.e. 

the specific data a t  a given p o b t  in tima. Rather, 

Since  

8 Q. Are earn ings /p  q a t i o s  an e x c e l l e n t  i n d i c a t o r  of t h e  cost  of  coutmon 

9 equity? 

LO A. Yes, al though,  they mu8 always be ad jus t ed  t o  re f lec t  the  c o s t s  of issuance, 

11 As with  t h e  use of any methodology, unwarranted emphasis should n o t  be placed 

I 2  upon cond i t ions  of a single year or a s p o t  moment fn time. Often, even when 

13 adjusted f o r  c o s t s  of issuance, ea rn ings /p r i ce  r a t i o s  do not r ep resen t  the 

l r i  f u l l  c o s t  of c m o a  equ i ty  as perceived in the minds of i n v e s t o r s  s i n c e  t h e  

15 price paid f o r  the stock raflactr mra than ths  latest actual aarrnlngs par 

16 share ,  F.e. an a n t i c i p a t e d  higher lave1 of earnings.  Thus, such an imbahnce 

17 in t he  r e l a t i o n s h i p  between actual reported e a m l n g s  and t h e  price of the stock 

18 results Fn t of the cost ra te  f o r  comma equi ty .  T h i s  is es- 

1 9  dead y i e l d  on market price fs lower than a y i e l d  

20 a d  ln che same, o r  similar, company. Under such 

21 a circunstan u s  that the common s t o c k  i n v e s t o r  expects f u t u r e  

22 d be nega t ive  compensation d e s p i t e  t h e  risk of 

-14- 



sets  and earnings.  

2 Q. In vien of the  foregoing, is it  proper t o  as8umc t h a t  l nves to r s  p l a c e  

h igh  va lue  o n  t h e  grovth rata of an e n t e r p r i s e ?  

4 A. I nves to r s  look f o r  a total expected r a tu rn .  While t h e  investment c r i -  

t e r i a  of  i nd iv idua l  investors vary, all i nves to r s  c o l l e c t i v e l y  r e a c t  

i n  a c e r t a i n  fashion. If a high  growth rate is a n t i c i p a t e d ,  they w i l l  

accept  more r e a d i l y  a lower curZent dividend y i e ld .  Conversely, if an 

inadequate growth rate Fs a n t i c i p a t e d ,  a higher  c u r r e n t  dividend y i e l d  

will b e  demanded, as was the case in1975 and c u r r e n t l y  f o r  many u r i l i t i e s .  

It  is f o r  this reason that a machanlcal,or s t r ic t ly  mathamatical, ap- 

proach to a discounted cash flow analysis should be avoided. 

approach o f t a n  l eads  t o  an i n d i c a t e d  t o t a l  return which is lud ic rous  when 

e i t h e r  the dividand y i e l d  o r  grauth rate used in the computation is not  

indicative of tho future. 

- no t  yesterday o r  today. 

8 

9 

A mechanical 
I lo 

I l2 

I 

u. 

Axid i t  i s  the future when investors are buying 



1 Q. W i l l  you nuw p l e a  on Schedule  61 

2 A. There are no camp h a t  5 know of which are exact replicas of Kentuck' 

Power Company. 

group which 'can b e  s a i d  t o  b e  n a t i o n a l l y  recognized,  namely, t h e  Moody's 24 

P u b l i c  U t i l i t i e s .  

For t h i s  reason,  I beg in  my a n a l y s b  by u t i l i z i n g  a barometer  

Page 1 of Schedule 6 p o r t r a y s  f i nanc ia l  d a t a  for Moody's 24 P u b l i c  

7 Utili t ies f o r  t h e  f ive-year  pe r iod  1975 t h r u  1979. The names of t h e  corn- 

a pan ie s  in t h e  group are  shorn on page 2 and t h e i r  Moody's bond r a t i n g s  by 

9 year are shown on page 3 of Schedule 6. A t  t h e  top  of page 1, i t  can be  

10 seen  t h a t  t h e  average n t  of inves tor -provided  c a p i t a l  i n c r e a s e d  by 

11 about  40% t o  $2.887 b i l l i o n  i n  1979, based on t o t a l  c a p i t a l  employed. 

12 During t h e  iod,  t h e  earnings/book r a t i o  ranged between 10.9% and 

13 11.5% and avarag 11.3% f o r  t h e  five yea r s .  With an ave rage  earnings/ 

14 

13 

book r a t i o  of only 11.3%, t h e r e  was a five-year ave rage  market/book r a t i o  

of 88.2%. Thosa eardngs/book r a t i o s  were exper ienced  relative t o  an 

16 average  cammon e q u i t y  ratio of 34.7% when short- term d e b t  is inc luded  i n  

17 t h e  capital s t r u c t u r e .  The d j w t e d  e a r n l n g d p r i c e  ratios ranged be- 

18 

19 s are wi thou t  r ega rd  t o  i n v e s t o r s '  e x p e c t a t i o n  

20 

21 o f  t h e  c o s t s  

22 

23 r a t i o s  and ong-term d e b t  c o s t  rate w a s  4.2% d u r i n g  t h e  

2.(r prospecc ive  composi te  l o n g - t e n  deb t  cos t  of 8.91X, an 

25 r e t u r n  on book conmon e q u i t y  is indicated (sl91Z + 

26 h a rate would u o t  result in market v a l u e  

tween 11.8% and 14.7% dur ing  the flve-year p e r i o d  and averaged 13.2%. 

gs p e r  s h a r e  and any a l l o v a n c a  in racognlrion 

t h ~  average spread  between t h e  earn ings /book 

I 

-16- 



1 equal to book 

3 

4 

Coverage of all interest charges before  income taxes excluding AFC 

averaged 2.5 times f o r  t h e  group and was a l s o  2.8 times when AFC is ln- 

5 cluded. After-income tax covaragas of dl intarest charges including and 

6 excluding ct"C r e spec t ive ly  vera 2.3 and 1.9 times. Had the integrity of 

7 

8 

9 

10 

11 

t h e  stoclu not been v i o l a t e d  by market values c o n s i s t e n t l y  below book value  

y e a r  r f t e r  year ,  those coverages would have been higher .  

From a q u a l i t y  of earnings viewpoint, observe t h a t  t h e  five-year 

average percentage of n e t  income a v a i l a b l e  f o r  coumaop equ i ty  represented by 

AFC was 36.92,  while t h e  effective income tax rate wad 28.2% and 17.7% of 

12 c o n s t r u c t i o n  requiremanes were gmerated intarnally. 

13 Q. 

14 A. Yes. Inves to r s  have become very aware of t h e  importance of the q u a l i t y  

15 

1 6  dands and o t h a r  expanses can be paid only frum cash earnh88, Foe. chose 

Is t h e  q t d f t p  of arrnlngs also knpottrnt t o  Lnvescorr? 

of camlags and cash flow in r ecen t  paws. They have observed t h a t  d l v l -  
t 

17 der ived  from r8vmues.  They are also collcrrnud With comprnirr which ra- 

18 q u l r e  A l a r g e r  chaa normal parcantage of exterrrcr lcarh in orde r  t o  meet 

19 t h e i r  obllg;.tionlr. Accordingly, when non-cash earnings such as those 

20 fundrr Used During Coerr ruc t ioa)  brcme a s ig-  

21 aificant p a r t  o rnings, imrestors dnrrmnd grater pramirrms f o r  

frm &"C (Al1,pmas~ 
I 

22 r i s k .  

23 

26 sffectira lac 

25 e f f e c t f v r  fnc  ti^ rata. Investors recognize t h a t  an I n f e r i o r  quality 

26 

13 a d d i t l a x ,  trtQlrtorm have beema aware of t h e  Lrrportance of a high 

ace  and puce more value on higher  rather than lower 

of earnizss caxcrtbutes co t h e  dovngradiag of rated securities o r  a decline 

-17- 



4 Q *  

5 

6 A. 

7 

8 

9 

10 

11 

12 

u 
14 

15 

16 

17 

i a  
19 

22 

23 

24 

25 

A dovngradl& or d e c l i n e  ita equivalent firrrrncial profile t u n  an adverse 

inrmncial intugrity of existing investors. 

rate the importance of a company possessing a relatively 

high effect income tax rata? 

As I stated previously, the effect ive incoma tax rate affects  the quality 

of  earnings, and, hence, the  cost of capital.  A s  can b e  seen op Schedule 

7 ,  Fn a hypo thc l t i ca l  eucrruny;Is, a similar increase in expanses between two 

c i c a l  cornpadas results in a much greater d e c l i n e  in income 

canmon equity I of Company B vhich has the  lowar rffauefvr 

income tax This volati l i ty  also results in mora significant de- 

I 

clines Fn Fncerast coverage before income taxes. Khila Company B ' s  

interest  cotaerag~w before Fncoma taxes, before the increase in utpmsas,  

was not 8s competitive or 8et~activa t o  investors 8s A'S,  after the La- 

pact i t  declined t o  a t o t a l l y  infarlor and unscrlaabla level .  This damn- 

itratas vhy fully normalized companiar (higher affective income tax 

races) have lover c a p i t i L  casts than flow-thru coatpanics (lovar affective 

s ny o p M m  that a ful ly  nonnalizud company's 

overall co may be as much as SO b a s i s  points less than chat 

mat the laag t vn  a f t a t  eha k w i r i t s k s g  ctxauniey 

ew actual results op a sustained b a s i s .  The 

iscratioa in a Report t o  Congress concluded sizDilarly 

that the marall cost of capital for a normalized 

t .25 t o  .SO perccntaga points lover than for a flow- 

rea: Zlectrical Week, Jarmary 31, 1977). 
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10 

12 

u 
l.4 

1s 

16 

Plarrr urp 

Schadule 8 c o a t a i n s  f i v e y e a r  f i n a n c i a l  d a t a  f o r  t h e  seven barometer oper- 

companies for t he  per iod 1975-79, inc lus ive .  Thair i d e n t i t y  

l e c t i o a  are shown on page 2 of Schedule 8. 

e a  that t o t a l  investor-provided c a p i t a l  increased 54 .6% 

od 1975-79 t o  about $686 million in 1979. This i n d i c a t e s  

e company w a s  1.94 t imes t h e  s i z e  of t h e  Company based o n  

At the top  of 

t o t a l  capital aaployed. The average capital structure ratios based on 

ra 3 B 1 3 X  BQb6, 12131 praferrerd m3ek Had 33103 

ook r a t i o  was 91.X and ranged between 82.3% and 

average aafiliPgs/book ratio vas ll.t%. Unadjusted e a r n i n g s / p r i c e  

9% and 14.8% and averaged 12.9% during the five-pear 

again, it 13 fmportant t o  remnbar that tha ea rn ings  i~ tha earn- 

s not reflect inverrtor a n t i c i p a t i o a  of f u t u r a . w t n i n g  

grovth  nor does the p r i c e  r a f l a c t  thh c o i t s  of f r ruance.  As with Moody”8 24 

17 

la 

19 

20 

21 

22 

23 

24 

2s 

26 

barumetsr group, tho markat p r i c e  dividend y i e l d  averaged lrsm than tba avaragr 

f l d d  ava%lubla f ~ 9 % 1 ~  ~ ~ F c & s @  ~k b d 4  kz &Is # 9€ B W I F ,  Bw#Ee!i em= 

paaias during tha f i v e y e a r  period. That c l e a r l y  indicates ixvestor t ’  axpercta- 

s axxi dividends. If C h a  earnings g t m h  expected was 

o jec t ed  by Value Liaa f o r  thls group, o r  t h e  f ive-  

edde U), a ~ 1  earnings/price ratio, taking growth 

Lnto accmn 

ica ratios (1.e. banteen the 1979 and f ive-year  

7.0% + 2 = U.5 x 1.053 - 14.2% o r  U.5 x 1.04 = 

adjustzlent f o r  issuance costs ,  The average achieved 
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ssmings/book r 

rate was 4.5%. 

assumed that a spread of 4.5% would r e s u l t  i n  a market/book r a t i o  of o n l y  

91.lX. 

Since the average markat/book r a t i o  w a s  91.1%, it may ba 

Tf the  4.52 spread w e r e  only 91.1% of  t he  spread necessary to  r e s u l t  

i n  a market/'book r a t i o  of 100% them a spread of 4.9% was necessary and the re  

w a s  a need f o r  an achieved race on book common equ i ty  f o r  the  Company of 

about l3.8%'wf.th a prospec t ive  long-term debt  eost rate of 8.91% (8.912 + 4 .92  

The a d r a g e  achieved coverage of i n t e r e s t  charges befora  income taxes  

during tha f i v a  p a r r  was 2.6 t imes including AFC and 2.3 t imes excluding A F C ,  

ter eax coverages were 2.2 and 1.8 times, respec t ive ly .  

quality of earnings standpoint. it is seen t h a t  t h e  five-year 

a as follows: percentage n e t  t o  common represented by AFC 3 9 . 6 X ;  

e f f e c t i v e  bcoarca tax ra ta  25.5:; and only 34.8% of gross.  cons t ruc t ion  

gene r a t ad intaaraally. 

Since the  

Company (m),  have you studied the  cost  of cotllmon equi ty  t o  AEP? 

Yes. 

wblly-ovnad subr id i a ry  of American E l e c t r i c  Power 

However, f must aerphasise that such d a t a  t~i lst  be reviewed v i t h  caut ion .  

AEP is comprised of a arapbdr of opera t ing  electric u t i l i t i e s  and o t h e r  

of the  e l e c t r i c  s u b s i d i a r i e s  have bonds r a t e d  Baa; 

t which is unrated;  and the  Campany has A-rated bauds. 

ber  of d i f f e r e n t  ragula tory  climates. There is no 

f u s  t i f  i c a t  ne can r a t i o n a l l y  conclude t h a t  t h e  comon equ i ty  inve: 

P a t a r  Company is automat ica l ly  similar t o  the r i s k  of common 

t in liEp as a whole because of t h e  balancing effect on r i s k  

es operating in different-jurisdictious, etc. 

f a i r  rate of r e tun  allowed is appl ied  t o  a proper ty  

It nus! 

us ,  l t  is t k e  risk of comaon stock Lnvestinent i n  Kentucky Power 

-7% 



rate base (p party) which is t o  be determined, That risk does not (by 

2 common sense change depeadFng upon t h e  uaum on a s t o c k  certif icate.  With 

3 

4 

t h a t  caveat in mind, 1: have made an analysis of AEP on a consol idated b a s i s  

for the  period 1975-1979, i n c l u j i v e ,  as sham on Schedule 9. 

5 Q *  
6 A. 

7 

8 

9 

LO *. 

11 

1 2  

u 
1 4  

15  

16 

Eleasa expla in  Schedule 9. 

Schedule 9 is a s of tEm h i s t o r i c a l  f i n a n c i a l  p r f o r m a n c e  of the  

system for the five ca lendar  yea r s  ended 1979. Data sham is based on as 
I 

e s  in each year. Aw! s t o c k  is a c t i v e l y  t raded and it is on 

those data t o r  dec i s ions  were =de, F u r t h e m r e ,  t h e r e  is no way 

he harmful effects on t h e  market price of AEP s tock  caused by 

the  t o t a l  c a p i t a l  w l o y e d  increased by about 34% during 

ha f.Lx8d c a p i t a l  cost fa tes  also increased during the  

same t i m e .  t/book ratio ranged batwe8a 86.6% and 114.6%. Adjuamd 

ranged betveen 9.9% and U . 7 X  and averaged L1.X during 

The d iv idand /mrkac  p r i c e  y i e l d  ranged between 8.5% 

17 

i a  
19 .. The average achieved earnings/book r a t i o  vas 11.5% 

20 

21 

22 

and 11.0% and averagad 9.7% during t h e  period. l?m average c a p i t a l  s t r u c t u r e  

cons is ted  of 59.0% deb t  and U . O X  t o t a l  equ i ty  c a p i t a l  based 

spread of  earnlngdbook r a t i o  of t h e  embedded c o s t  

and eba average market/book r a t i o  was about 1022. 

f interest charges during t h e  per iod was o n l y  2.1 tines 

23 before and 1.9 time? after income tarts i n c ~ u d i n g  A X  confirming the  low f ive-  

24  year a v e r a g e , e f f e c t l w t  income cay rate of 15.6% on a consol ida ted  bas i s .  

25 Q. Have you p r  s o f  sales of new conrmm s tock  since 1975 by cornpanit 

26 ric coapany Sarometer group? 
I 
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rate ad;dstmtnts when t he  cost  race is r e d e w e d  and ad jus ted  as may than 

be required.  

0;1 S c m  u. I bsor ShPMl tac r d t s  of izy 

Consequently, t h e  DCF theory and r a t e  making are prospec t ive .  

33 s9r m d race ar;'tipgt pr5acpailcrs. 

P l e a s e  exp la in  Schedule U. 

On Schedule 13, 

L i n e  MesEent 

12 Value L i n e ' s  f o r e c a s t s  are probably r e p r e s e n t a t i v e  of the average o r  c r o s s  

17 

18 

99 

23 

earn ings ,  e s p e c i a l l y  when such h i s t o r i c a l  g r  

per iod  with an average rate of i n f l a t ion  of p 

zk A s  -3-e -. tlsrr (totdl re- a-& 

22 opera t ing  e l e c t r i c  company groups range from a 

23 , s e r v a t i v e l y  the  h i s t o r i c a l  growth rate in earn 

2% 

25 #rrcs: 'fsromtcra -zmpa&es -a 8mE lmre 

26 2 thru 9 c0nta.a =>e pari tcuhrs  of the histur 
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26 

trave no precise n y  of lamuhg ar;rctly u$wI :he pcrixld M a s c a r s  d g h c  

r e l y  upon, I have averaged d l  che 

one company i n  the  group of saven, Kansas Gas h E l e c t r i c  had an 11.2% 

tic as 5- represucacllve of &e 

*%me, e s p m z d l  7s83t.+FLptwLtme 

hi?rcoricall7 a 2FL race  ‘Pete usd. i=l 

growth race  f o r  the  group fn earn 

cos t  r a t e  vould be 17.0% ( U . . b %  + 5.6 O f  course,  none of these r a t e s  

has Seen adjusted t o  t e f l e c c  the  ssuauce as indicated i n  Nocc 1. 

Q. -37e p x l  also mp2.Ppd cr* LA?= r u z  cccp &e CQSt of c- 

e q u i q  c a p i t a l  f o r  K e n t u c Q  ?over C 

A. Yes. Hy ana lys i s  leads m e  to the  co 

i n t e r e s t  r a t e  :*thout regard t o  --la 

n chat the bare r en t  o r  pure 

s about 2 .5X .  Xy analysis is 

fcrtrt: aa p g c  a OF 

son& raced Aa field op aperage c r e r c ~  

expectat ions and the bare r en t  r a t e .  

have Lower raced bonds need t o  pay an 

risk assoclared utrh a Lover rarins- 

race upfealleat to 3.n 

n i e s  such a s  Kentucky E 

e q d q  c q b - d ,  rt?&-r -5e icI eqz%cy- r(sa 

a c o  acCQuPc the  added risk m e  by stockimlder. dn equf 

premium is necessary because a c m o n  

and s&s last In &e F3. clai=1 cm 

* ~ P t b 5 k z S & w E  - s, E -%me ZrJ. kr- zz=c race 

f i l l b c r a t s  z5zz a 

1981 is 1Z. Z l t h  a c 

(see Schedule L5), a 17.71! 

e s t l a a t a  o f  the  average r a t e  of fn fh  

t i v e  es t imate  of equi ty  r i s k  pramiltn 
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e!qd.z7 casz n2a 4 A  c 

Eap6 p a  iiido W e  p1-1pf.s ob tIr bzi%cattsa cost race for 

c a p i t a l  rhru the  use of the  c a p i t a l  aaaet pr i c ing  model (CUM),? 

Yes, S have. 

expal- 

x s  f33 >*kLF 5LsczSs w e e  6L;;r -ekQIr-F? 

T5e CAE$ --si safes 6 c  &e --ad 

rhkless r a t e  of re turn  plus a risk premi  i ch  Ls proportional t o  the  

systematic  r i s k  of  a securicy.  A riskless of r e tu rn  is most of t en  

equated to retaras an (1.5. G o - r e z z z m e ~ ~  s such as 0,s. trcau~rrrry B S 3 - s  

of re-- *J eqcd aQ a 

.sT 3 ?-ez.z= mrccrr- Tjc w ?x zmre woBiBcaA dum 

-&we 3 year as-- 

a d  'pore stable h c i h t o r  of a prospective rlskless rate of r e m .  

tematic r i s k  of a secu r i ty  is the  ris 

=cion. I t  is r e l a t ed  t o  general  p r i c  

reedy atcrihx-hle  to a spe~3tfFc cm m r f t y -  The be= 

w e  of systutatic r'sL 

r i s k  of  a specific secu r i ry  is e q d  

betas  of more o r  less than 1.0 would fndic  

r i s k  respect ively.  & s t  u t i l f t i e s  a re  f o  

the Icartec as  a &ole. 

-7. I kl%em s15sa: &e 3 T a n :  sees +sc ai Eneta 

T!IC sys- 

d. 5cca of i.5 d --:a *: rP.r ? C J J Y C ~ C ~ ~  

Ci7ers4Ltied. Fcspccrmtqc risk rqrrwtacs 

f i n a n c i a l  risk. Such risks are q u i t e  

a much g rea t e r  percentage of the coca I 
r i s k .  ikcrefore, the GIEf is approprLate t o  



M1: tQr=h Qllp .scbdda Is. 

Q. P l e a s a  explain Schedule 15. 

A .  Three d i s t r i n c t  elements a r e  needed t o  apply c)9?1 theory v i z .  a risklclaaa 

r a t e  of recurn,  a be t a  coefficient and a market ?remfun. All t h ree  are set 

for th  i;l tois S c S t b l r .  I yields on 31 day g.5. Trtsslorgp 5Sl.h a d  

3 par cream- =Io:es and &liere chc 3 pear aste?l aze c!te marc +dbca t i -Pc  

i n d i c a t o r  o f  a r i s k l e s s  r a t e  o f  r e tu rn  f o r  the r e a s a  previously mentioned. 

f have shown such rates by month f o r  t h e  years  1975 chru 1980 and by month 

b e r e e n  2un.e 1979 and June 1980. B a d  on t'h trend of those r aces  and a 

r d f s t i r  assessipcpc of 3-r -cen  Lnflation. 1 beifeve a t?rpresentative average 

riskless r a t e  is ? . 5 X  a t  L e a s t  thrJ 1981. 

and w i l l  no doubt f l u c t u a t e  and a t  times be r. In other  words, 9.5% is 

my judgment of a reasonable average thru cal 

It has a l r cady  beca uuch hig5nr 

lnvesnenc  Survey. A s  is seen, i t  is 0 . 6 5  f o  

0.59 f o r  the seven barometer electric compani For an equi ty  risk premium, I 

qssed che &--ric a-rerag~? resulfs of a st 

As can be seen, app l i ca t ion  of t h e  C A R f  

c o s t  r a t e s  of 15.2Z f o r  U P  and t h e  Hoody' 

colganies. Those races  a r e  withoat regard t o  reflercr+kq any of ?be casts  o f  

z-e - 
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Q. Does that concludr your analysis o €  mar'xct-oriented techniques? 

of fixed charges. 

Q. Tnroughout 

before any a d j u s t l m t  f o r  the costs of Ls&g oar coapc~l stock. f i v e  you 

perforatd a study fo cfccerzfne the --itPde of nrcb costs? 

your testkaouy you hava made r a fe renca  to var ious  cos t  r a t e s  

A. Pes, and i t  Fs set f o r t h  in Appendix 5 t o  my d i r e c t  testimony. Appendix B 

is, I believe, self-explanatory.  I t  con ta ins  an a n a l y s i s  of the c o s t s  of 

issuing new COOC~~OP s tock  b c l u d i n g  Parka pressure.  fn order  t o  caPpcte 

sretccssfahl~ for capital, Ken- Pmar IDMC t.;rve ilp ahquatar re- 

rate OCL cotc4em q u i t 7  ca?%-trl. 

r e tu rn  races  and coverage l e v e l s  of f ixed charges. I t  is c i r c u l a r  reasoning t o  

not allow such cos t s .  I2 Appendix 5, I shov cy analysis of such costs f o r  

A E ~  as we33 as a K2d2er lea- 5 Co. d y s t s -  

wttbout regard to t lr iuc  prwsure, fo r  thc 26 Issues by tha seven barornccer COO- 

panies between J a n u a v  1975 and March 1980 and t h a t  a n a l y s i s  i nd ica t e s  average 

issuance costs of 4.4%. Hy market pres su re  study f o r  AEP i n d i c a t e s  t h a t  those 

mere is a corrchtion bcraeen commocl equi ty  

f also s b w  dp d y s i s ,  

I 

appropriate ,  an unadjusted c o s t  r a t e  *ail.L r t 93% of the indicated 

c o s t  rate a f t e r  recogrzfticm of the  c o s t s  of 

equi ty  capical  v h i c h  can r e s u l t  in a g rea t e  
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Zn perforJing pour analyses. fncluding cha analysfs of lss\tmcr uxpeases, 

have you assumed that your conclusion of common equi ty  c o s t  rata would 

result l n  a s p e c i f i c  market/book r a t i o ?  

h d i c a c e s  char uc:FLftias' c m  stocks should h v e  a zurklt price vhich 

axceeds book valua by up to  apprOXi.TMtely 20% i n  order  t o  avoid d i l u t i o a  

when i ssu ing  new s tock  during per iods o f  market dec l ine .  

obllgatFon t o  s e n e  vhich that  Cw PuSt have t h e  a b f l i t y  co acfracc 

a l l  c!ui exrectal capi-al required vbci aeedcd - ~ O C  d y  dmrfng 4 M  sarket 

cundicions. 

should b e  high enough t o  r e s u l t  in a market p r i c e  s u f f i c i e n t l y  above book 

value a s  t o  avoid d i luc ioa  in earnings and book value per  share when  it is 

U t i l i t i e s  have an 

Thus, an o p p o r n r n i v  co earn a r a t e  of r e t u r n  on common equ iv  - 

Etcusazz 33 KUL 5epr srock. Horpteru. in a c m a l i ~ ,  wclr bas mc 

been the case for man./ txrilicies €or q u i t e  iwme the. 

I n  the final ana lys is ,  t h e  marketlbook r a t i o  is t he  end r e s u l t  of 

I f  cognizant regulatory agencies permit oppor tun i t i e s  regulatory decis ions.  

f o r  unrealistically l o w  return races 011 

cbas the integriry of r k  *avcst3ent of b 

vio la ted  when new s tock  is required t o  b 

'&at are the  rTesul:s of your c w a r a b l  

!jck&Le u, - a c t 2  C a l S L s U  

of 7 pages. 1 conclude that a corsparabl 

c i r c u l a r  reasoning is i3.62 as  summarize 

i n g s  achieved r a c e  s;fiich avoids  

age 1. It is r e l a t i v e  t o  

an approximate co1pmon equ i ty  r a t i o  of I 

&me-= &a. W b a s l l y ,  .r;ra$rrJ. am? lag are 

sca+~%Cerdl. a w- race @&me ace-- rr9 lag] 2s 
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commcm q u i c y  c o s t  r a t a  is COtlSerPRCfVely proper. 

Since r a g u l a t l m  it a subst i twe f o r  tha competition of tha markat- 

? w e ,  f c  ts M C C ~  co 

of rmregdard opera- freely Za :ke ~ a r b t p k c .  d3 ez- 

ccllcnc broad-based l u d i c a t o r  of uure@aced e n c c q r k s e s  Fs chc Standard 6 

Poor's 400 I n d u s t r i a l s .  To u t i l i z e  the  comparable earnings of o the r  

u t i l i t i e s  wichouc regard t o  the  marke tpbce  is t he  height of c i r c u l a r  

reaMcLag . 
their alcemiti;rt F r r o u c r n c  oppore-mitfes.  

a c t u a l l y  achieve,  e spec ia l ly  when inves to r s '  assessment o f  such earnings 

r a t e s  results i nmarke t  prices discounted t o  below book value. 

Rtcfl an d ~ s i s  by utfJi+fag the ttaruftl; 

P& cosc rate Fs esrabILshed by imestort and is der- by 

It i s  04c vhac acilitits 

H b e g h  '57 analpis  e c h  t# fon- incar  atx werdll. races of reauzt 

?Fm: 

e i g h t  years  is a Long enough per iod  of c lna  t o  r a c w a s s  a ~ P c a f ,  ccmpP*ttc 

business cycle.  

analyze d l f f e renccs  a t t r i b u t a b l e  t o  f i n a n c i a l  risk- Therefore, tho p r i n c i p a l  

&j&rz%7c zs ZQ a r z ~ *  ad: ~ 2 l  i n f d  p r d s p e s ~ r  sf &e Lzm& od iwstzesat 

risk €or mcuckjr ?cwcrarrd similar r isk  e h c z z k  o~fii~ies v?%s-a-~qa &e 

5&P 400 Group. 

s e  WQ mmq9 fa= e4ikzmmJc Lasoamlt e5.$2 8crr;m +xwdii&llr. z -&eiLbYe 

Use of before-income tax d a t a  e l iminates  t h e  need t o  

The purpose of the data s h o ~  on pages 3 and 4 f o r  t h e  Xoody's 24 is t o  

dcrersi=rc tlst wee oh &age 

caused by a change Ln COZZSJII qui- rzc4a.  The result is fzporczmt w bo 

ulcimate determination of business  r i s k  d i f f e r e n t i a l .  As can be seen, I: 

ca lcu la t ed  t h a t  an average percentage point change in c m o u  equi ty  r a t i o  

afr;?r-+.rcrxzrc czs ccamxm equtq cosc rate 
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22 Q. 

24 

25 

26 

27 

risk brtwrn the mody'r 24 aad ch. S&P bQ0 C t ~ o p .  

goding  1979. ChtLr 5uslness rL.k fs Lcdiutcd ta 5a 281 le8 (72.21 00 

-raga t b a  c b t  of the S h P  tOO Croup. 

and that r i s k  is r e f l ec t ed  in t he  p r f ce  p a i d  f o r  s e c u r i t i e s .  

reflects assessment of all. risk both businelrs and f inauc ia l .  

otilfzing before-tnctme tax werau fa:- of remsn as tlrtt starttrig poizit 

rcmrtes 

debt  is  deduct ib le  in arriving a t  taxable  income which reduces income taxes. 

In e f f e c t ,  a before-income t ax  o v e r a l l  rate of r e tu rn  I s  t h e  same, all other  

For the e ight  pars 

t o s s t o r s  asstss risk d i f f a r m t W s  

The pr i ce  p a i d  

Eovever, 

3td for f;rrsbtr xxal-/sis sf f4%zanc4%lL r-k -use b c e r e s e  cm 

c a s  3a- e, reprdhm of r!ws c t p i - a l  stnrc-c ratios of a cmpan~. 

Tibe Qp pages 5 Cr=,a@l7 :-&a:& ca -A ?ceclsp 'isazrQ&ecer SB0rcr.k 

colDpanics and are sf.&J.ar t o  the Cam or pages 2 G\rough 4. As clll be sees 

on page 5 ,  the eight-year average r e l a t i v e  bus iness  r i s k  vis-a-vis the  S&P 

bo0 is 7X. After a revlev of this S i s t o r i c a l  data, and i n  cons idera t ion  of 

rcfr CXZZBll: 1Jd 3-d- p w C  Qf a ChSC%.C s l C f l b 0  %e hs 

jodgaext char a prospecc lw -t o f  !x%si.zx~lrs rJJk ks 732 ob ehsr ob hbe 

Sb 400 I n d u s t r i a l s .  I n  o t h e r  words, I be l i eve  the prospective 

of Kentucky Pover is 25% less than chat of  the SLP I n d u s t r i a l s  on average. 

WptarS m C  t!UZ CCWbiL3td bUSkZ=rJS Hld fi i .dsCLdL a k  Of ?lCf%CpcS IIIEDSC 

be l u c h  c loae r  co, i f  aot exceed, that of &e S69 GOO. 

Please expla in .  

As can be seen on Schedule 17, d u m  the ears ending 1979 as veU. 

as earl-j 1980 public u r i l i : i u  ha-re 

debc cap fca l  t u  have s i m i l a r l y  raced industrials. O f  course. t h e r e  is 00 

way t o  asce r t a in  w t t h  c e r t a i n t y  whether a r  to srhat degree a spread would 

3 re fo r  their long-cer=l 

ex i s t  if both groups had s is i lar  CeSt rat: 

-32- 
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! condua ion  of c- equity cost t ics  r e f l e c t s  a dsclfne Fn beeraat r i t e s  

and fn the COSC rate for copxm tgniv. 

measures of t h e  c o s t  race  f o r  cornemon equi ty  c a p i t a l  before  and aftar a 7% 

adjuatllrent in recogni t ion o f  the  c o s t s  of issuing new c m o n  stock.  

AS can b e  seen on Schedula 18, a prospect ive c o s t  ra ts  of 11 L/X is 

consemativlcl~ r t a l i s c f c .  It is supprted as t i ve  by a l l  tb 

ceckniques a=r;;,lopcd. particularly vhen &ta f 

a t i n g  barometer companies is considered. AEP onsolidaced da ta  is no u s e f u l  

guide and Fnvestors c l e a r l y  look t o  each o p a r  ing e l e c t r i c  u t i l i t y  subs id ia ry .  

I f  they did aat, all tbe subsidiariej vould have sidler bond rac ings  and 

c*y 33 3L"9t- 
- 

Q. Does your coacluston of a 14 1/2% COS: r a t e  f o r  C O E = L O ~  equirjr c a p i t a l  Include 

any provis ion € o r  a t t r i t i o n  and regula tory  1 

A. Yy conclusion does not  concain any sepa ra t e  vision or  allowance €or  

ac=r",c*o or rcg,ha'-,c~~ lag. %y 

&ai% C Y ' d W  c,slrJ L = - a Y r S *  u2smsacsrtcLzs- ntFpcjkofl are *kee.z?Ly aware 

char chase cl&zmcs exist fo r  public u t  

ex ten t  f o r  some u t i l i t i e s  than for o the r s .  sequencly, the  prices paid 

by Fnvescors r e f l e c t  t h e i r  average a s se  the  impact of those elements. 

Tkas, €: *A zsx e c c u s a r ~  CGY es-4llsb a LC, and &ddLc&mal, cost rate 

faCcS3pr *% -a Of wtc demS3CS - &e wp: &me SG %si c k t s  

although perhaps t o  a grtarer 

aFprcpr(Jlte :O Jrake an add%- 

c i d  provis ion in recogni t ion thereof vhen i t  Fs obvtous thac the pro- 

spec t ive  annual r a t e  of a t t r i t i o n  vi11 fa r  exceed chat vhlch may reasonably b e  
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what covaraga rat ios  asid r a t m  rate on co~peyrp equity are l ike ly  t o  b.l 

e48<etLCcd tf bp operall rare of rensrra o f  13.37% i s  M? 

* m y  resdzs e a  w r  flrtSl (p3 =e P ctf 19- The dacs 

ckac w attr?letcm and lag PrLLZ. QJ e5i.s %%dd.e Ls ZULsdl EO rro asbaqtfO(Ls, 

occur and that those element. vi11 occur a t  a rate equal  t o  3.% of tha overall 

cos t  o f  c a p i t a l .  "he l a t t e r  premise is the  more r e a l i s t i c  a s  v i r t u a l l y  no 

u t U v  i n  tke p a s t  decade or  the reasonably forseeable  fu tu re  can fiope to 

be fully insu la ted  f r c a  these e ~ r r s c n t s .  

eqcriencing aubStant*d ace-:- Sccausc of its Large ~ ~ s r a c  . 
There fs no redJon t o  be l i eve  that  i n  the next l2 t o  18 month  the re  vi11 be 

a s i g n i f i c a n t  dec l ine  i n t h e  rate of a t t r i t i o n  because of r a t e  base growth 

and a dec l ine  in the  a b i l i t y  t 6  se l l  pover which VFll increase t h e  cost of 

service. 

cohrzn Z?I for h f o n r i c a  E N ~ ~ J C J  OdLy. 

?urther. Kentpc~ ?wtr has been 

:fan prognu.- 

Consequently, t he  data shovn under the  "rissurping 210 A t t r i t i o n "  

Fnder the realistic iLSJU3i)tiQn. f .e .  "&JSUdXlg A t t r i t i O U "  COL-. it  

is seen t h a t  if a t t r i t i o n  occurs a t  the  r a t e  I bal ieva  is raalistic, the  

indJ.,ated achieved c0111lllon equi ty  r e t u r n  r a t e  is 12.16Xor much less than 

-. 
2 .9  t-, 

times a f t e r  tax coverage of all i n t e r e s t  is only 

of t h e  Moody's 26 (1.9 

t *as ) .  

?~e.fore ami 2.0 :f3es a f r e r  

y higher  than those 

times) and the  seven bar0 companies (-1.8 

If those rn groups b d  achic7ed a a h  

6;3 zCip;rihc, b ~ z t / j o c P ; c  z a t f 5 s  fj. a e s s  QL ccF=z=BLs zi?mdJd b 7 e  

11.37; o v e r a l l  r a t e  of r e tu rn  is praper.  



7 A. Pas,  it doaa. 

6 Q. Does that conclude your direct testimony? 



ara t m a .  


